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EPA Comments on Docket No. 05-0069 
For the State of Hawaii Public Utilities Commission 

1. Introduction 
The U.S. EPA is pleased to provide the comments below on Hawaii Public Utilities Commission 
(Commission) Docket No. 05-0069 pertaining to a proposal by Hawaiian Electric Company, Inc. 
(HECO) to establish, and/or continue, certain Demand Side Management (DSM) Programs. Under an 
Energy Efficiency and Renewable Energy (EERE) Projects partnership with states, EPA is providing 
expertise to help the State of Hawaii examine options to meet its clean energy goals. 

The comments provided in this summary are based in part on a review of relevant documents and 
testimony in the docket, including the final Statements of Position (SOPS) submitted by the various 
parties and participants (parties). We have not conducted a comprehensive review of a11 documents in 
the docket. To the extent possible EPA has provided comparisons to experience in other states, 
drawing upon the experience of EPAYs consultants and available information in the public domain. 
Web links have been provided to the cited documentation wherever possible. The comments are 
provided in the context of supporting the Commission by generally addressing the key questions 
raised in the docket, which we have grouped into the following four areas: 

Question 1: Whether energy efficiency (EE) goals should be established and if so, what the goals 
should be for the State. 

Question 2: What market structure(s) is the most appropriate for providing these or other DSM 
programs (e.g., utility-only, utility in competition with non-utility providers, non-utility 
providers). 

Question 3: Whether the seven (7) Proposed DSM Programs (i.e., the Commercial and Industrial 
Energy Efficiency (CIEE), Commercial and Industrial New Construction (CINC), Commercial 
and Industrial Customized Rebate (CICR), Residential Efficient Water Heating (REWH) 
Program, Residential New Construction (RNC) Program, Residential Low Income (RLI) 
Program, and Energy$Solutions for the Home (ESH) Program) the Residential Customer Energy 
Awareness (RCEA) Program, and/or other energy efficiency programs will achieve the 
established energy efficiency goals and whether the programs will be implemented in a cost 
effective manner. Which of the Proposed DSM Programs [the new energy efficiency DSM 
programs and the RCEA] should be approved, approved with modifications, or rejected. 

e Question 4: Cost recovery mechanisms for utility-incurred costs and DSM incentive mechanisms 

o Question 4a: For utility-incurred costs, what cost recovery mechanism(s) is appropriate (e.g., 
base rates, fuel clause, IRP Clause); For utility-incurred costs what cost level is appropriate; 
whether DSM incentive mechanisms are appropriate to encourage the implementation of 
DSM programs, and, if so, what is the appropriate mechanism (s) for such DSM incentives. 

o Question 4b: If utility-incurred costs for the Proposed DSM Programs are to be included in 
base rates, what cost level is appropriate, and what the transition mechanism for costs 
recovery will be until the respective utility's next general rate case; whether HEC07s 
proposed DSM utility incentive is reasonable, and should be approved, approved with 
modifications, or rejected. 



2. Summary of Findings 
The docket raises important and wide ranging questions regarding the future of energy efficiency in 
Hawaii. Given the strategic value of energy efficiency to Hawaii's energy future, the EPA supports 
this comprehensive approach. Answering all of these questions, however, is not a simple task, in part 
because they are strongly interrelated. And while the parties provide a great deal of 



to changing federal standards. All parties agree that the energy savings potential analysis by Global 
Energy Partners was reasonable and therefore program planning should be based on the load 
disaggregation, customer segmentation, and load forecast as set forth in HECO T-1 1. As given in this 
document, HEC07s programs should target the highest energy consuming and demand peaking end 
uses to maximize benefits to Hawaii. For instance, the CIEE program should devote the largest 
proportion of rebates to lighting, which account for 43% of peak demand and 31% of energy 
consumption. 

On Question 4a, utility incurred costs, incentives and cost-recovery mechanisms, the opinions 
expressed in the SOPs were widely varied and were generally influenced by the market structure 
preferred for Energy EfficiencyDSM administration and implementation. It is clear that future 
policy decisions will drive the decision-making process with respect to the procedures and 
mechanisms used to determine: cost effectiveness screening & setting cost levels, program funding 
and cost recovery, treatment of lost revenues, and incentives. 

On Question 4b, DSM program cost levels, recovery and utility incentives, the SOPS contained 
virtually no support for HECO's proposed mechanisms for shareholder incentives and recovery of 
lost margins. HECO acknowledges that, based on discussions with the other parties in the settlement 
meetings in this docket, both the compensation mechanism and the level of compensation proposed in 
the rate case require re-evaluation. In fact, HECO has proposed two alternative mechanisms for 
shareholder incentives and recovery of lost margins in its SOP. There was also little support in the 
SOPs with respect to HEC07s proposal to recover DSM program costs in base rates. The SOPs 
predominantly favored a DSM surcharge mechanism, and several parties favored using the DSM 
surcharge mechanism currently used in the Integrated Resource Planning (IRP) process. 



3. Question 1: Energy Efficiency Goals 

Whether energy eficiency (EE) goals should be established and if so, what the goals should be for the 
State. 

INTRODUCTION 
The EPA was asked to provide input on the question of whether or not the State of Hawaii should 
consider statewide energy efficiency goals, and if so what might be an appropriate target. This section 
provides an overview of the concept, reviews different approaches for setting energy efficiency goals, 
and identifies several other state examples that can be used to inform the analysis of energy efficiency 
goal setting. Some of this section is based on EPA's recently released Clean Energy-Environment 
Guide to ~ction.' 

In general, successful energy efficiency programs reduce energy use and the associated fuel costs and 
environmental impacts. They can also defer or eliminate the need for additional generation capacity 
and, in some cases, transmission and/or distribution infrastructure. In addition to these general 
benefits, Hawaii appears to be in a position where energy efficiency can be an even more important 
resource than in other states, due to: 

Hawaii's high average electric rates, which should make a wide range of energy efficiency 
measures economically attractive. 

Hawaii's heavy reliance on oil for power generation and the relatively high and volatile 
associated fuel costs. Oil dependence for power generation is also a long-term security (of 
supply) issue, and energy efficiency offers a relatively quick way to reduce oil consumption. 

Power plant and transmission siting may be particularly difficult in Hawaii, creating added value 
from energy efficiency, particularly on islands with supply and/or transmission constraints. 

Given this apparent strategic value of energy efficiency to the State of Hawaii, it may be appropriate 
for the State to consider specific statewide energy efficiency goals or targets as a means to best 
capture the benefits of energy efficiency. In fact, Hawaii is one of a few states in which energy 
efficiency is already eligible under an RPS. This alone should create additional incentive to promote 
energy efficiency. On June 2,2006, the Governor of the State of Hawaii signed a bill2 which amended 
the RPS ~ a w ~ .  Among other things, the revised statute clarifies, to some extent, the role of energy 
efficiency in meeting the RPS. Specifically, the Commission was given authority to prescribe what 
portion of the RPS shall be met by specific types of "renewable electrical energy'* for each utility. 
This authority can be exercised provided at least 50% of the RPS is met by "renewable energy7". 
Thus, if EE targets are specified within the RPS framework, this change appears to effectively cap the 
contribution, to the RPS, from energy efficiency to less than half of the total RPS target. However, the 
revised statute also gives the Commission the authority specify how much of the RPS be met by 
energy efficiency, subject to this cap. Moreover, if the Commission chooses to create energy 

1 http://www.epa.gov/cleanenergy/stateandlocaVguidetoaction.htm 

SB 3185 SD2 HD2 CDI; which was enacted as Act 162, Hawaii Session Laws 2006 
HRS 269-91 et seq. 
The term "renewable electrical energy" includes electrical energy savings brought about by the use of energy 

efficiency technologies. 
The term "renewable energy" applies specifically to renewable energy resources and does not include energy 

efficiency . 



efficiency goals outside of the RPS context, then these caps would not apply. Thus, it is important to 
understand that the revised RPS statute does not limit how much energy efficiency can be 
implemented in the State, only that there may be a limit to how much EE can be used by utilities in 
meeting their RPS targets. Creating a separate EE goal could provide more overall flexibility, but its 
interaction with RPS compliance will need to be well understood to prevent any unintended 
consequences. For example, an aggressive EE goal separate from the RPS could impact the amount of 
renewable energy that is ultimately developed, which could run counter to the intent of the legislature 
when it modified the RPS statute to include the language on limiting to the role of energy efficiency. 

SUMMARY OF STATEMENTS OF POSITION 
Nearly all the parties submitting SOPS were supportive in the establishment of energy efficiency 
goals. No parties specifically opposed the concept, whereas a minority took no position. The main 
differences in opinion centered around what the targets should be and how they should be established. 
For example, some parties, including the utilities, supported establishment of goals within the existing 
utility IRP Framework, whereas others supported explicit targets similar to an RPS. Parties also 
differed on whether goals should be island specific or statewide. Nevertheless, this broad-based 
support for energy efficiency goals of some sort suggests that if the Commission were to pursue them, 
it is reasonable to expect that it would find support among the parties. 

DISCUSSION OF ENERGY EFFICIENCY GOALS 

Overview of Energy lijj'fiency Goals 
Energy efficiency goals can take on several forms. When explicit goals are formally developed on a 
statewide basis, they are typically referred to as Energy Eficiency Portjolio Standards (EEPS). An 
EEPS is conceptually similar to an RPS, with mandatory targets for energy savings from energy 
efficiency improvements, typicaIIy in the electricity and natural gas utility sectors. The purpose of an 
EEPS is to comprehensively pursue a large portion of the cost-effective energy efficiency 
opportunities within a state. State legislatures, utility commissions or other regulatory bodies specify 
explicit, quantitative goals that regulated utilities and other entities engaged in energy efficiency 
program delivery must meet, typically on an annual or cumulative basis. Thus, the baseline for the 
goal may be annual energy use, with the goal expressed as a percent of this figure. The goals are 
typically set at a level designed to capture an aggressive yet achievable percentage of the maximum 
achievable potential for energy savings over a specified timeframe. In order to increase the likelihood 
of success, states often conduct a robust economic potential analysis to ensure cost-effectiveness and 
help set realistic goals. 

A state may choose to pursue statewide EE goals over traditional utility DSM for several reasons, 
including: 

Setting macro-level targets ensures that utilities and other affected entities will aggregate savings 
cost-effectively, and reach enough end-users and sectors to meet the overall savings targets. 

9 Ensuring that a substantial portion of cost-effective energy efficiency opportunities is realized. 

Providing a single, transparent basis for driving energy efficiency program designs and spending 
requirements. 



An EEPS is structurally simpler than utility DSM programs, offers flexibility on how targets are 
met and can be tailored to work with other statewide programs (e.g., RPS, system benefits charge 
[SBC] funds). 

The desire to use several approaches to meet EE goals (e.g., utility DSM, building codes, 
appliance standards, private sector energy savings performance contracting) 

In the case of Hawaii, an additional reason for setting specific energy efficiency goals would be to 
strategically use energy efficiency to reduce oil consumption. 

Actual energy savings from EE goals will depend on the level and timing of the targets and on other 
market factors. In the U.S. electricity sector, existing EEPS policies target savings ranging from 10% 
of forecast electricity sales growth (e.g., in Texas) to almost 1% of total electricity sales annually 
(e.g., in California). This is a large span considering that national electricity sales growth has been 
averaging 2% or less per year, such that setting a target of 10% of load growth is roughly 0.2% of 
total sales, or about one-fifth of the 1%-of-total-sales target in place in California. 

It is worth noting that in some of the SOPS, quantitative targets were suggested, and they do fall 
within this range. 

Coverage and Target Setting 
EEPS goals are typically set to cover a customer sector served by electric and/or gas utilities. Most 
EEPS policies to date have covered electric utilities alone, although California and New Jersey have 
set savings goals for both electricity and natural gas, with more states examining the establishment of 
gas-utility efficiency programs. 

The coverage of an EEPS also depends on the entities under the state's jurisdiction. For example, 
state laws typically does not allow state utility commissions to set requirements for municipal, 
federally owned, or rural cooperative utilities. For this reason, EEPS goals tend to be assigned to 
investor-owned utilities. In this regard, the situation in Hawaii is somewhat unique, with more than 
90% of customers served by Hawaiian Electric Industries (HE0 three operating companies, HECO, 
HELCO, and MECO. Thus, in the case of Hawaii, EEPS coverage would be comparable to 
establishing comprehensive DSM programs at HEI's three operating companies, which, in the case of 
HECO, is the subject of the current docket. 

As with utility-sponsored DSM, any decision to pursue statewide energy efliciency goals should be 
based on solid analysis, including a review of DSM program experience within the state and also 
EEPS experience in comparable states, although in the case of Hawaii, the ability to make direct 
comparisons to other states may be limited. It is very important to conduct a robust study of energy 
efficiency potential, as a basis for setting an EEPS. Moreover, if the Commission chooses to 
implement an EEPS, it should include provisions for ongoing evaluation, with the ability to adjust 
targets and program structure, as conditions warrant. 

In addition to estimating efficiency resource potential, it can be helpful to show the concrete benefits 
an EEPS would bring (e.g., for Hawaii, how much oil could be saved and how this might benefit 
multiple sectors of Hawaii's economy). These benefits can be estimated by using power-sector 
models such as the Integrated Planning Model (IPM) and economic impact models such as the 
Regional Economic Model Incorporated (REMI) or Impact Analysis for Planning (IMPLAN). This 
kind of modeling can document the benefits that energy efficiency targets offer in terms of emissions 



reductions, reduced power prices and total power costs, and net economic benefits such as increased 
gross state product and increased jobs and wages. 

Types of EEPS Targets 
There are three basic ways that EEPS targets can be expressed, and each are in use today (see state 
examples below). These include: 

As a percentage of load growth 
As a percentage of annual energy sales and/or peak load 
As a fixed number of units of energy savings (MWh and/or W )  

The first two approaches require that some formula be used to come up with a quantitative target - 
using some combination of historical and forecast data. The advantage of these approaches is that 
they are dynamic - responding to changes in the economy such as population growth and overall 
economic growth. The use of fixed targets is simpler but it requires periodic updating to respond to 
macroeconomic changes. 

Historically, regulated utilities were required to meet energy efficiency objectives as part of the IRP 
process. Under the IRP, the resource target was typically a forecast need for new generation; in this 
context, utilities were tasked with identifying what portion of new generation resources could be 
avoided through energy efficiency. In states that have restructured their electricity markets, state- 
level resource plans are no longer based on power plant-deferral goals. In these cases, other 
considerations, such as the size of the energy efficiency potential, or emissions reduction targets, may 
be more appropriate bases for EEPS targets. 

Although EEPS policies have for the most part been developed in states with restructured utility 
markets, this is not a requirement. Hawaii, for one, has a form of EEPS target in its RPS, and 
California's restructuring policy has been suspended since its 2001 electricity crisis. In regulated- 
utility states, utility commissions tend to determine utility program spending based on economic 
assessments of resource potential. In an IRP framework, for example, efficiency investment levels 
would typically be based on the total level of efficiency that could be acquired within the bounds of 
economic criteria. 

States can use similar kinds of economic analysis to develop estimates of efficiency potential in the 
process of setting EEPS goals. The difference is that the EEPS process tends to set goals in an 
aggregate, topdown fashion, whereas regulated utility programs are typically developed on an 
individual, bottom-up basis. This does not mean that setting EEPS targets should be done without 
first developing a detailed understanding of the energy efficiency potential. 

Interaction with State Policies 
An EEPS can complement other energy policies and serve as a high-level driver for a suite of policies 
and programs. EEPS can set targets for SBC-supported programs, or can set additional resource 
targets beyond savings realized through SBC programs. EEPS targets can also drive regulated, utility- 
administered programs. In addition, non-utility policies, such as more stringent building codes and 
new efficiency standards for appliances, can be used to partially satisfy EEPS requirements 
(depending on whether these actions are incorporated into the baseline). 



In the case of Hawaii, where energy efficiency already qualifies for the RPS, the State should 
carefully consider what impact an EEPS would have and if any further changes would be needed to 
the RPS statute. As discussed previously, the RPS could be used as the vehicle for establishing an 
explicit EEPS, or it could be established separately. In either case, the Commission should carefully 
consider the rules that will govern the EEPS and understand the implications for RPS compliance and 
renewable energy development. 

Program Implementation and Evaluation 
EEPS implementation occurs primarily through designated utilities and other energy services 
providers. While this can reduce the need for state resource commitments, state involvement is still 
important in overseeing the development and enforcement of implementation rules. In Texas, for 
example, where the electric distribution utilities are assigned the task of meeting the EEPS goals, the 
utility commission was and remains actively involved in determining how resources can be acquired. 
Generally speaking, state agency involvement will likely be needed to define allowable means by 
which covered entities are allowed to comply with targets, define and implement reporting 
requirements, and define measurement, verification, and other evaluation methods by which 
compliance will be determined. 

Program implementation may or may not involve defining how funds will be raised, spent, and 
accounted for in meeting EEPS targets. In California, for example, the public utility commission 
allows utilities to commingle Public Benefits Funds and private efficiency resource acquisition funds, 
as long as overall targets are met. 

It is also likely that some form of oversight will be needed. A state may decide to establish an official 
oversight or advisory body, typically composed of stakeholders who would periodically review the 
EEPS program to determine whether its goals are being met, if targets should be renewed or adjusted, 
and other aspects of implementation needing modification. 

Examples of States With EEPS Policies 
The examples below (see Table 1TabkA) are not meant to be comprehensive, nor has the EPA 
provided information on all states with EEPS policies. 

There are two basic design approaches to setting EEPS goals: (1) as a percentage of load growth or 
base year sales, and (2) as a fixed number of units of energy savings. Texas and Illinois are two 
examples of states that have used the former approach, requiring utilities to save a designated 
percentage of forecast load growth. In California and New Jersey, goals are set in terms of kilowatt- 
hours (kwh) of electricity savings and t h e m  of natural gas savings. Goals can also be set for peak 
electricity demand savings, typically in terms of megawatts of capacity. Like Hawaii, Nevada and 
Pennsylvania include energy efficiency as an eligible resource within the state RPS. Moreover, in 
both of these states, the potential contribution from energy efficiency is capped, whereas there is no 
minimum. The situation in Hawaii could be very similar, should the Commission exercise its 
authority to specify what portion of the RPS shall be met by specific types of "renewable energy" 
resources for each utility. In Colorado, which passed an RPS via ballot initiative in 2004, there are 
also provisions for the use of energy efficiency to meet certain obligations under the RPS, although 
there are no specific targets like in Texas, California, New Jersey and Illinois. 

Texas is the only state in which EEPS goals have been in place long enough to measure results. The 
1999 electricity restructuring legislation set a requirement for utilities to develop energy savings equal 



to at least 10% of forecast load growth by 2004. Although this target is relatively modest compared to 
other states, the state utility commission reports that these targets have been exceeded. 

California is the only state so far to set statewide natural gas EEPS targets. The utility commission's 
goal for investor-owned gas utilities would reduce load growth by about 50% over ten years. 
Interestingly, there is also an interactive relationship between an electric-sector EEPS and gas 
savings. Because natural gas generating units are the marginal units in many regions of the country, 
electricity savings reduce natural gas consumption for power generation. Therefore, one unit of 
electricity saved at the point of use saves 2-3 units of natural gas at the power-plant level, factoring in 
generation, transmission and distribution efficiencies. This makes saving natural gas through 
electricity end-use efficiency very cost-effective. 

Table 1: Examples of Current State EEPS ~ o l i c i e s ~  

Reproduced from "Energy Efficiency Portfolio Standards", in the EPA Clean Energy-Environment Guide to 
Action. 

Savings Target 
Savings goals set for each program year 
from 2004 to 2013. The savings target for 
program year 2013 is: 

23,183 GWh & 4,885 MW peak 
444 million t h e m  

Savings goals set for the beginning of each 
program year: 
2007: 1% 
2008: 2% 
2009: 3% 
2010 and thereafter: 4% 

20% of kWh sales (overall RPS target, 
energy efficiency portion not specified) 

2006-2008: 10% 
2009-2011: 15% 
2012-2014: 20% 
2015-2017: 25% 

2005-2008: 1,814 GWh (four-year total) 

Energy efficiency can meet up to 25% of 
the energy provider's portfolio standard, 
which is: 
2005-2006: 6% 
2007-2008: 9% 
2009-2010: 12% 
201 1-2012: 15% 
2013-2014: 18% 
201 5 and thereafter: 20% 

Applies to 

Investor-owned 
"Iities ('OUs) 

IOUs 

IOUs 

IOUs 

PBF program 
administrators 

(based on 
competitive 
solicitation; 

originally it was 
IOUs) 

IOUs 

State 

Connecticut 

Hawaii 

'linois 

New Jersey 

Nevada 

EEPS Description 

Sets specific energy and demand 
savings goals 

Includes energy efficiency at 
commercial and financial 
facilities as one eligible source 
under its Distributed RPS (also 
includes combined heat and 
power and load management 
programs) 

Allows efficiency to qualify as a 
resource under RPS requirements 

Will set goals as percentage of 
forecast load growth 

Will set energy and demand 
goals for overall public benefits 
fund program 

Redefines portfolio standard to 
include energy efficiency as well 
as renewable energy 



IMPLICATIONS FOR HAWAII 
More and more states are choosing to pursue statewide energy efficiency goals, and Hawaii should 
carefully consider whether or not this approach is right for the State. 'While any state must weigh the 
costs and benefits of an EEPS, Hawaii is relatively unique in that the vast majority of electric 
customers are served by a single utility and its affiliates. Thus, the Commission should consider the 
basic question of whether or not it can capture the benefits of EE via the existing DSM%DRP 
Framework, or if the State would be better served by explicit EEPS goals. If utilities are not achieving 
the full potential of their DSM programs, then an EEPS may provide the appropriate impetus to 
increasing the effectiveness of utility-sponsored DSM, and facilitate the use of other programmatic 
options. 

Pennsylvania 

Texas 

The decision to establish an EEPS also depends on the market structure for delivery of energy 
efficiency services. For example, an EEPS may be more appropriate if some or all energy efficiency 
services are delivered by non-utility providers, which may not be subject to IRP. In this case, an 
EEPS could play a role in ensuring the desired level of energy savings and providing a means of 
accounting and accountability. 

IOUs 

IOUs 

Includes energy efficiency as 
part of "Tier II" of its alternative 
energy portfolio standard 

Sets goals as percentage of 
forecast load growth 

An additional consideration is the fact that energy efficiency is already included in the State RPS and 
that the Commission already has all the regulatory authority it needs to establish EEPS goals. Yet it 
should not establish an EEPS goal, either within the framework of the RPS or separate from it, 
without a comprehensive assessment of energy efficiency potential. 

Tier I1 of the RPS: 
Years 1-4: 4.2% 
Years 5-9: 6.2% 
Years 10-14: 8.2% 
Years 15 and thereafter: 10.0% 

2004 and thereafter: 10% 

If Hawaii chooses to implement an EEPS, it should also weigh the merits of a single statewide goal 
versus separate goals for each island. This issue was raised by some of the parties in their SOPS. For 
example, one island may be better served by EE measures that reduce peak demand, whereas another 
may be better served by EE measures that reduce energy consumption on an annual basis. A single 
statewide goal may direct resources toward the lowest cost savings, without adequate consideration of 
other benefits, such as demand reduction. 

It is also worth noting that most states that have implemented EE goals are relatively large states and 
have large populations. Hawaii is much smaller and geographically unique, which may further affect 
the decision to pursue an EEPS over other options, particularly if an EEPS creates the need for 
additional oversight or if it may involve the adoption of market structures that create diseconomies of 
scale by dividing implementation of energy efficiency programs among multiple entities. These issues 
should all be considered by the Commission. 



Question 2: Market Structure 

What market structure(s) is the most appropriate for providing these or other DSM programs (e.g., 
utility-only, utility in competition with non-utility providers, non-utility providers)? 

INTRODUCTION 
The market structures recommended by the parties generally fall into the following three categories: 
(1) utility administration of programs, (2) non-utility administration of programs, and (3) hybrid 
administration, in which the utility would administer some programs and a non-utility other 
programs. When considering which of these structures is best suited for Hawaii, it is important to 
understand how each program is governed and regulated, administered, and delivered. As shown in 
Table 2, the governance and regulation for each program is fairly consistent across the three market 
structures. The public utility commission or state legislature determines the program goals, rules, and 
funding levels. Goals may include kWh savings, permanent or seasonal load reduction, or the 
balance between capturing near-term savings versus pursuing market transformation. Rules could 
include efficiency targets and standards. Funding levels may be set up through a public benefit fund 
where money is collected by the utility on customer's bills and distributed to the program 
administrator. 

Table 2: Basic Market Structure Options 

Program administration is the key difference among the three market structures. There are three paths 
to consider involving administration: utility administration; non-utility administration, including 
existing state agencies or new non-profit corporations; or a combination of the two. The ultimate 
choice depends on many variables including state size, number of utilities, and demand for energy 
efficiency services. 

Key Activity 

Governance and 
Regulation 

Administration 

Delivery 

The delivery of the program can also be significantly different across the three market structures. The 
delivery of the program can involve a competitive selection process7. If any element of an energy 

The competitive process could include or exclude non-profit organizations, for-profit organization such as 
consulting and energy service companies, contractors, utilities, andlor state agencies. A competitive selection 
guideline also needs to be established to determine the desirable and equitable characteristics for the 
competitive process. In establishing these guidelines, Hawaii could include consideration of qualification 
points for in-state businesses, minoritylwomen-owned businesses, or small businesses. The Commission could 
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efficiency program is going to be provided by anyone apart from the utility, then a competitive 
process needs to be established in order to determine eligible bidders for program delivery and 
implementation. However, no matter which structure, the delivery oversight is by the program 
administrator. 

SUMMARY OF STATEMENTS OF POSITION 
The opinions expressed in the SOPs were varied, although the two options with the most support 
were for continued provision of DSM programs by the utilities or a hybrid approach, in which some 
energy efficiency programs would be administered and delivered by a non-utility entity. There was 
also some support for the concept of an "efficiency utility", which would involve creating a new 
entity and substantially changing the current market structure. Those in favor of maintaining the 
current structure recommended various improvements. For example, some parties, including the 
utilities, supported a hybrid approach that would allow some third-party involvement to reach 
customers the utility could not. 

1)ISCUSSION OF MARKIIET STRUCTURE: 

Utility Administration of Programs 
Under this approach the public utility commission governs, regulates, and evaluates the DSM 
programs, and the utility administers the programs within their service territory. While the utility is 
responsible for administering the program they can contract with third parties for delivery of the 
program. This is the current structure in Hawaii. 

An example of this structure occurs in Connecticut where the State Legislature and Department of 
Public Utility Control design and set strategy for the programs, while the utilities administer and 
deliver them within their service territories. An advisory board, named the Energy Conservation 
Management Board, was established to advise the State Legislature and Department of Public Utility 
Control on the design and strategy of the energy efficiency programs. They also are charged with 
evaluating the program and establishing funding levels. 

Those parties that favor maintaining the existing structure argue that the utilities already employ 
technical and administrative staff with DSM experience. They also state that the utility has an 
established infrastructure and network with market participants. In addition, regulatory channels are 
well developed for oversight and accountability. 

Utility administration is supported by several of the parties because of its many positive attributes8. 
In their SOPs, the Consumer Advocate (CA), Kauai Island Utility Cooperative ( W C ) ,  County of 
Kauai (COK), and Hawaii Solar Energy Association (HSEA) all contend that the current market 
structure is best suited for Hawaii. Some of the comments by these parties in support of utility 
administration include the concern that the potential for non-utility providers to enter the market is 
usually motivated solely by profit-making purposes and utility integrated resource planning may be 

also implement quality-of-responses per RFP by establishing clear, specific, understandable points on such 
items as detail of planned work scope, proposed budget, and level of experience. 

The structures of Connecticut and Hawaii's current energy efficiency programs are not identical. Connecticut 
has an advisory board that plays an integral role in the development of new programs and oversight of existing 
programs. 



adversely affected. Also, non-utility DSM providers do not have the same requirements of an electric 
utility to meet its adequacy of supply mandate and the non-utility DSM providers are not presently 
subjected to any accountability. 

It is important to note, however, that these parties also share the belief that the current structure could 
be improved. They believe that certain hard to serve customer classes, such as low-income or elderly 
customers, may benefit from limited third-party administration of targeted programs. The CA . 
suggested that each utility's resource portfolio planning objectives be clearly and routinely defined 
with a focus on cost-effectiveness. 

The proponents of alternative structures contend that financial disincentives exist which lessen utility 
perseverance towards the energy efficiency objectives of DSM programs. These proponents further 
suggest that there is an inherent conflict of interest where utilities will be inclined to promote 
programs solely within their own service territory. This perceived bias would result in program 
delivery inefficiencies and failure to reach all customer sectors. 

Non- Utility Administered Programs 
There are three types of non-utility administered programs: (1) State Agency Management Model, (2) 
State Outsourced Management Model, and (3) Creation of a New Non-Profit Corporation or Energy 
Eficiency Utility. In each structure the administration of the program varies slightly, but with the 
common theme that the electric utility is not directly involved. 

In the State Agency Management Model the state or public utility commission acts as both the 
regulator and administrator of the energy efficiency program. An existing agency or the PUC is 
appointed to design energy efficiency programs based on statewide goals, rules, funding levels and 
priorities. The funding may come from a public benefits charge that is collected by the utility but 
forwarded to the state agency. That agency then uses the funding to administer the programs and pay 
for the solicitation of third party delivery of the program. Generally the delivery of the program is 
based on a competitive process as discussed above. 

An example of this structure occurs in New York. After deregulation in the late 1990s, the New York 
State Energy Research and Development Authority (NYSERDA) was given the authorization to 
develop and administer energy efficiency programs. A non-bypassable System Benefits Charge was 
established to fund all energy efficiency programs. Program delivery and implementation is 
conducted through competitive solicitation, with an administrative role through NYSERDA staff. 

The second non-utility administered program option is the State Outsourced Management Model. 
This model is very similar to the State Agency Management model except that the State Agency or 
PUC that governs the program competitively solicits bids to administer the program. The third-party 
administrator can then either deliver the program themselves or contract out to others for delivery. 

Wisconsin has established this structure to support their energy efficiency programs. In Wisconsin, 
an existing state agency called the Wisconsin Department of Administration, Division of Energy, in 
collaboration with the State Legislature, designs and governs the energy efficiency programs. The 
administration and delivery of the residential and commercial programs are provided though separate 
non-profit entities. In this case the Wisconsin Energy Conservation Corporation administers the 
residential programs while the Milwaukee School of Engineering administers the commercial 
programs. 



A third non-utility administered market structure is the creation of a new Non-Profit Corporation or 
Energy Efficiency Utility. Similar to the other non-utility administered structures, a state agency or 
public utility commission designs and governs the energy efficiency program by creating goals and 
establishing funding. Program administration and delivery is then handed to a new, separate body, 
either an energy efficiency utility or non-profit corporation. If an EE utility is created, it is governed 
in a similar fashion to other utilities within that state. The funding for this body would generally 
come from a system benefits charge that would be collected by the local utility and passed along to 
the EE utility. 

Vermont currently employs the 'Energy Efficiency' utility market structure. The governance, 
regulation and oversight of their energy efficiency programs occur in the Department of Public 
Service and Public Service Board. An EE utility was created to administer and deliver the program. 
The management of "Efficiency Vermont" (i.e., the job of running the EE utility) is outsourced via a 
competitive bid process, although the utility is governed in the same manner as the electric utilities 
within the state. The funding is collected through a system benefits charge through the state utilities. 

These three non-utility administered program structures have many positive attributes. Since they all 
stem from state governing bodies, there is a focus on a wide range of public benefit objectives. For 
both the State Agency and State Outsource models, there may be lower administrative costs in states 
with multiple utilities, leverage from other publicly funded resources, economies of scale, and agency 
mission compatibility with energy efficiency goals. For the EE Utility model, the structure and 
mission can be closely built along policy goals, and they can either avoid inherent need for profit 
payment by establishing a non-profit EE Utility, or they can create a for-profit third-party that is 
financially rewarded by running a successful program. Also, since the EE Utility model creates a 
utility-type organization, there is a greater ability to attract qualified administrative and technical 
staff. 

Those that see flaws with non-utility administered energy efficiency programs point to several 
aspects. The State Agency and State Outsource models each add an additional layer of bureaucracy, 
create limits or barriers on "best value" proposals or programs due to state procurement requirements, 
and have greater political exposure to redirection of program funds. The EE Utility model takes 
longer and requires more resources to ramp up, the funding must be multi-year to be viable, and a 
lack of incentives may exist if a non-profit EE Utility is created. 

The Department of Defense ("DOD"), Hawaii Renewable Energy Association ("HREA"), and Life of 
the Land ("LOL") all agreed in their SOPS that the creation of a new third party corporation or energy 
efficiency utility would benefit the State the greatest. The DOD recommends that the third party 
should have significant oversight from the Commission. They would like to see the Commission 
determine the programs to be offered, funding levels, reporting requirements, and approval of 
compensation provided to the third party. 

HREA expressed support for a non-utility administered program because they contend that there is an 
inherent conflict between IECO's motivation to earn a profit while encouraging customers to use 
less electricity. They also believe that a third party's administrative cost will be lower and a 
competitive bidding process will produce more energy efficiency options for customers. ITREA 
would like to fund this program through the creation of a Public Benefits Fund supported by a Public 
Benefits Charge. 

LOL supports the concept of an "Efficiency Hawaii" utility. They would like to create an energy 
efficiency utility that would be allowed to operate with 10% overhead, including profits, with a 
bonuslpenalty clause for significant variation from their goals. LOL would like to see this entity 



oversee the energy efficiency programs for a six-year period after which the Commission would issue 
an Rl?P to competitively select the next company to run the EE utility. 

Hybrid Administration of Programs 
A Hybrid Administration of energy efficiency programs combines a utility administered DSM 
structure with a non-utility administered structure in order to achieve a stronger, more comprehensive 
program. This structure supports utility administration for the majority of the programs and 
customers with third party administration for programs and customers that the utility has difficulty 
reaching. In this case, the Commission would likely have the authority to oversee the programs and 
decide which programs should be administered by the utility and which should be administered by a 
third party. 

Those in favor of a hybrid approach to administration of energy efficiency programs believe that the 
utility administered structure provides a sound foundation but does not support the entire population. 
Customers would benefit in the same manner as the utility administered approach without many of 
the drawbacks. 

In their SOPS, HECO and Rocky Mountain Institute (RMI) both believe this structure provides the 
greatest benefit to the State. HECO points out that residential low-income customers, renters in 
individually metered housing units, low-rise multi-unit housing buildings that are master metered, and 
some small commercial customers would all likely benefit from third party administration because 
they are very difficult for HECO to reach. 

IMPLICATIONS FOR HAWAII 
The most appropriate market structure for Hawaii's energy efficiency programs will depend on 
several variables. While there is precedent for each of the basic options in other states, Hawaii's 
unique circumstances will further influence the decision. The small size of the overall market and the 
fact that each island has different needs should be important considerations. For example, the size of 
the market should be considered when studying the feasibility of non-utility market structures vis-A- 
vis the interest of third parties in administering a relatively small EE program. Similarly, a decision to 
divide the programs up in a hybrid model should consider the impact on overall administrative costs 
relative to a similar structure in a larger state. Where the utility has clear limitations, it may be 
beneficial for a third party to provide certain services, but the Commission should nevertheless have a 
good understanding of the cost of delivering these services. More analysis of the pros and cons of 
each option, as part of a more structured approach towards EE policies is warranted before deciding 
on the final market structure. 



5. Question 3: HECO Existing and Proposed DSM 
Programs 

Whether the seven (7) Proposed DSM Programs (i.e., the CIEE, CINC, CICR, REWH, RNC, RLI, and 
ESH programs, the RCEA Program, a d o r  other energy eficient programs will achieve the 
established energy efficiency goals and whether the programs will be implemented in a cost efective 
manner. Which of the Proposed DSM Programs [the new energy efficiency DSM programs and the 
RCEA] should be approved, approved with modijications, or rejected. 

INTRODUCTION 

HECO based its proposed programs on its past offerings and upon the analyses as shown on HECO 
T-11. This submittal was based significantly on a comprehensive technical and market potential 
study performed by a third party consultant. The study that this submittal was based upon was 
reviewed along three general lines: 1) is the analysis shown to be thorough and correct (i.e., was the 
methodology well-defined, comprehensive, and transparent); 2) were there correct and sufficient 
technologies and measures that emerged from the potential screening; and 3) were the programs 
recommended to support these technologies and measures reasonable and sufficient. In each case the 
answer was affirmative with minor caveats or observations. These are described in the Discussions 
section below. 

Potential studies, by their very nature, are forecasted estimations based on best information available. 
Program designs based on potential studies obviously are, if properly administered, reasonable 
attempts to best capture the saving potentials projected in the research. Sound evaluation approaches 
for both impact assessment and cost-effective processes are integral parts of the program design as 
well. These evaluations give both the program administrator and the regulatory body an opportunity 
to gauge the progress and success of program offerings. Observations are given below for some 
programs on how they should be best assessed for impact. 

SUMMARY OF STATEMENTS OF POSITION 

In general, parties were agreeable with most of the described offerings, although there were concerns 
expressed on specific items. There was some concern that there is no specific statement by HECO of 
how the various components of the DSM portfolio work together to specifically meet he stated goals 
for the IRP and RPS. The expected activity levels andlor goals for each program are not clearly 
stated, only the maximum potential is stated. 

There was also some concern expressed by several parties on the cost effectiveness of the Customer 
Energy Awareness Program. These can be reasonable concerns because of the difficulty of 
ascertaining the impact of this kind of awareness campaign to measurable energy savings. The other 
specific concerns were over specific air conditioning and hot water technologies by parties. It was 
pointed out that the assessment as given in HECO T-1 1 did not consider emerging alternative 
technologies for air conditioning and domestic hot water systems. There was also some concern 
about the long term validity of promoting high efficiency electric hot water heaters that would 
eventually be controlled through a residential load management program. Another concern was that 



there should be additional programs added to the portfolio or enhancements to the DSM programs 
that encourage private investment, utilize utility financing, andlor target low income and hard-to- 
reach markets. 

DISCUSSION OF DSM PROGRAMS 
The HECO SOP restates that the program planning for the seven programs will follow those laid out 
last year in HECO T-1 1. The comments of the parties also relate to that document for the proposed 
programs. The comments hereafter are divided into two sections, general program comments and 
program specific comments and are presented with commentary to both HECO's program 
descriptions and the SOP'S. 

Overall DSM Program Comments 
Based on past experiences in DSM programs, we offer these comments relevant to these filings: 

Participation must be simple, fast, and intuitive. It is important to minimize the "hassle factor" 
for dealers and vendors in promoting the program, and for participants to use it. Complex 
program rules, paperwork, or application processes turn off both mid-stream providers and end- 
use customers. This further sets a negative precedent where it becomes further challenging to 
encourage participation from new users. Participation steps that are simple and offer a prompt 
turnaround (i.e., application responses, rebate fulfillment, etc.) contribute towards positive word 
of mouth and cost effective attainment of demand and savings goals. 

Program interaction with trade allies is critical. It is important to work with all players within a 
product sales cycle - manufacturer representatives, distributors, contractors, architects - to 
maximize the potential for customers to learn about and choose the desired products being 
promoted. Mid-level market providers who "buy in" on the program also provide synergy and 
support to the program, which increases the overall delivered value of the program. 

Development and maintenance of a sales data tracking strategy is useful to build in before the 
program starts. It is useful for the program administrators to establish agreements or partnerships 
with trade allies to have some level of knowledge or access to their sales data in order to 
determine the program progress and impact. Attempting to get this data after a program has run 
is much more problematic. Almost all suppliers and retailers do not track products by whether or 
not they are ENERGY STAR labeled; tracking has to be set up ahead of time by specific model 
numbers or product type. 

* It is important to target end uses that will aid with the immediate need for preserving reserve 
capacity. Lighting accounts for 43% of peak demand for potential Interim DSM Commercial and 
Industrial program participants. These measures are included but not specifically targeted by the 
CIEE and CJNC programs. It is also difficult for new construction measures to make an impact 
on an immediate need for reserve capacity because construction projects stretch over multiple 
years. In addition, HECO details that 50% of the residential electricity demand peak total is 
accounted for by air conditioning (23%) and refrigeration (22%). A significant industrial peak 
demand is identified as motors (79%). 

* The Global Energy Partners potential analysis is acceptable to all parties. All parties agree that 
the potential analysis by Global Energy Partners was reasonable and therefore program planning 
should be based on the load disaggregation, customer segmentation, and load forecast as set forth 
in HECO T-1 1. As given in this document, E C O ' s  programs should target the highest energy 
consuming and demand peaking end uses to maximize benefits to Hawaii. For instance, the CEE 



program should devote the largest proportion of rebates to lighting which account for 43% of 
peak demand and 3 1% of energy consumption. 

The Consumer Advocate had raised the issue of the balance between programs. It should be 
noted that the load increase forecasted by HECO could be assumed to be all new construction and 
the basis for the mix of programs. In examining this, we looked at the table below, which 
reproduces Table 4-7 of T-11 Phase I report. Based on these results, it makes sense to target new 
construction to avoid these increases, but even by 2015, approximately 80% of the load for all 
sectors is the existing population. New codes and standards for buildings and appliances could be 
developed in the 10-year time frame that aggressively hedge against these increases while DSM 
programs, including load control, target the existing population for the next 10 years. 

Table 3: Reproduction of Table 4-7, T-11 Phase I Report 

To reiterate, codes and standards for building construction and systems - as well as appliance 
efficiency - should be used to reduce future load in addition to the planned DSM programs. This 
would free up funds to influence the larger existing market beyond what cannot be influenced at 
all by building codes. 

The proposed programs are generally well designed and are cost-effective based on fiECO's 
assumptions. However, some of the savings assumptions may need to be slightly adjusted 
depending on new manufacturing standards, particularly for HVAC systems that are subject to 
changing federal standards. 

Load Increase 
35% 
31% 
33% 

36% 
31% 
33% 

Savings forecasts for programs that offer end-use renewable energy options (such as on-site 
residential or commercial photovoltaic systems) should include additional avoided costs based on 
environmental impacts (emissions reductions) and risk avoidance of volatile fossil fuel costs. 
These are costs that are as relevant as the actual cost of avoided fossil fuel generation. 
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Ind 

Res 
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o Regardless of the program administrator model chosen by the utility, the Commission should 
require integrated third party measurement and verification of program savings. Early 
evaluation would help to refine program designs by identifying improvements that can be put into 
place before the initial program ends. A third party evaluation at the end of the program funding 
cycle is also critical to ensure that claimed savings are verified. Verification of savings is 
modified by the actual savings determined through sampled testing. This results in a ratio called 
"net to gross" (net verified savings versus gross reported savings). For evaluation cost 
management, programs that are proved to be consistently productive can be evaluated on longer 
cycles instead of annually. 

2004-15 
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MW 

Fully funded programs should promote well-established technologies and use widely accepted 
program paths, but provision can be made for new research and strategies. While the submitted 
programs reflect sound technologies and strategies, it is beneficial to fund and maintain a small 
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portfolio of pilot approaches and demonstration opportunities for new ideas and emerging 
technologies. This in particular also provides an appropriate channel for interested stakeholders 
to propose and support technologies or ideas that are not within the current program mix. 

Since emerging technologies are not yet widely used and have limited operating histories to 
review, it is difficult to forecast the adoption rates and short-term savings for them. It is 
reasonable to build market potential analyses on those technologies that are wellestablished in 
the marketplace and therefore can be assessed for future potential with acceptable accuracies. 

Some entities issue competitive W s  for innovative energy efficiency solutions. Others post 
competitive funding opportunities for new technologies on a 50150 cost sharing plan. This is 
done on the premise that a private industry company will have a vested interest in co-funding a 
technology that they are developing, or, a non-profit entity can secure the remaining funds from 
other sources to support an emerging technology that they espouse. 

Specific Program Comments 

C&Z Efficiency 

The inclusion of mechanical contractor involvement is helpful. It is their recommendations that 
influence customer buying decisions. Since this program will involve purchases of large items with 
10 to 20 year lifespans, it is critical to align these market actors into the program to help maximize the 
"window of opportunity" when customers make purchases. Funding support is also critical to move 
small business customers towards these "big ticket" items. 

Independent, third party assessment and recommendations is important as well, whether that comes 
from the utility or a separate contractor. Program audits that use existing energy service companies 
(ESCOs) or specialty vendors to do audits may generate results that tend to skew towards their 
particular specialties simply by virtue of their specialty. For example, building audits performed by 
lighting ESCOs tend to generate detailed assessments of lighting and lighting controls, and more 
generalized assessments of other measures for building shell and W A C .  

The program qualifications specify package W A C  (10-20 ton) with EER (energy efficiency rating) 
of 8.9 or greater, but savings estimates the program is based upon set an EER of 11.0, so participants 
may save less than the projected values given. 

It is also useful to point out that projects that install variable speed drives may have paybacks much 
shorter than the installation of premium efficiency motors, but they do require a greater capital 
investment. 

C&Z New Construction and Custom Rebates 

Both of these programs should be closely aligned so that participants can readily understand and use 
both of them, depending on the level of energy efficiency measures that can be captured inside the 
design process. Technical support should only come from those engineering specialists who are well- 
versed about the sector they're serving. Another important aspect is the program's timing of entry 
into the project. It is critical for the program to be involved early on in the design process to 
maximize opportunities to influence the building design. As best possible, program staff should be 
involved right at the start of the project concept. 

The 25% rebate levels and the suggested drop in the 2-year payback stipulation in the Custom 
Rebates program may raise concerns about the level of free-ridership. Instead of a program-wide 
rule, it may be useful to determine key measure-level stipulations based more upon adoption rates per 



measure or technology, and upon each technology's age. Technologies that are seen to be more 
widely adopted than others may be considered less necessary to need program support, and therefore 
can have more stipulations on incentive levels or paybacks. 

Custom programs, by their nature, allow flexibility in technologies and strategies. For maximum 
customer benefit, the approaches should be as fuel neutral as possible. The custom approaches should 
be monitored so that simple fuel switching does not occur (i.e., substituting gas-fired technologies as 
measures to reduce electricity use). A weakness sometimes found in other US utility programs is 
when a builder is rewarded incentives to reduce electricity load or usage in their planned hot water or 
W A C  systems, but all that had occurred is a design switch to another system fired by a fossil fuel. 
The Commission should ensure that customized approaches consider total fuel savings in comparative 
analyses, and ensure non-renewable fuel switching is not rewarded through incentives. 

CZNC Baseline HVAC Efficiency 
For W A C  units serving new construction commercial buildings in the City and County of Honolulu, 
the base case unit efficiency should be ASHRAE 90.1-1999 compliant; specifically, they should have 
an EER of 10.1 (for 5.5 ton - 11 ton) or 9.7 EER for larger units (1 1.5 - 20 ton). These efficiencies 
are consistent with Chapter 32: Building Energy Efficiency Standards, Article 10 of the City and 
County of Honolulu Revised Ordinances. 

As per two items mentioned earlier in the general comments, the program qualifications specify 
package HVAC (10-20 ton) with an energy efficiency rating (EER) of 8.9 or greater, but since 
savings estimates are based on a higher EER participants may save less than the projected values 
given; and variable speed drives may have paybacks much shorter than the installation of premium 
efficiency motors but require a greater capital investment. 

It should be explicitly stated that novel measures outside of those considered in the program planning 
phase be eligible for the custom rebate program if the engineering assessment can prove the measures 
are cost-effective. These "open-ended" clauses can encourage creative and industry-progressive 
solutions that cannot be readily anticipated in a more formal prescriptive program setting. 

Residential Water Heating 

As discussed earlier, a program alliance with dealers will be important to sustain market knowledge 
and awareness. It will be helpful to have generous rebates to ensure an enthusiastic response. 

Solar energy factor (SEF) should be used to compare solar water heaters with high efficiency water 
heaters since SEF can be in the range of 2 to 3 as opposed to high efficiency water heaters with SEF 
that can not exceed 1 .O. This type of metric values the free solar thermal energy being used in place 
of electricity that must be purchased. The marketing message should be that solar water heaters 
require less electricity than any electric water heater even high efficiency models. The term 
"premium efficiency" could also be used to promote solar water heating over and above high 
efficiency models. 

Residential New Construction 

The package qualifications look sound and reasonable. The ENERGY STAR Homes program may 
be a natural progressive step towards the residential new construction effort. Incentives and program 
initiatives targeting builders and developers play a key role in moving this type of program. 



The new federal manufacturing standard for residential air conditioning less than 5.5 ton is 13 SEER, 
which went into effect January 23,2006. In this case, the baseline efficiency of 12 SEER used in the 
Global Energy Partners (GEP) calculation will overestimate savings. Central air conditioning 
incentives could use CEE Tier I and 11 levels for program participation SEER 14 and higher.9 

Energy Solutions for the Home 

The program approach uses ENERGY STAR products and leverages national ENERGY STAR 
efforts, which is a favorable strategy. For the existing residential market it may be most important to 
consider measures that make sense for Hawaii. It is evident in the GEP report that room air 
conditioning accounts for a high proportion of home cooling compared to the mainland. This aspect 
may also strongly influence the fact that refrigeration accounts for 22% of residential peak demand 
and 19% of annual consumption. It may be that refrigerators and freezers in semiconditioned 
kitchens and secondary refrigerator appliances in semi-conditioned utility rooms and unconditioned 
spaces contribute to this higher end-use consumption compared to experiences found on the U.S. 
mainland. 

It is also important to link rebates only to the replacement of older room air conditioners so that there 
is a true net energy savings gained per purchase. Well-planned state programs go to the next step and 
establish a full old product return, collection, dismantlement, and recycling element to a residential air 
conditioner program to ensure old units are not merely refurbished and sold back into any local or 
overseas marketplace. It would also be useful to raise the efficiency qualification for central air 
conditioning to minimize free-ridership. 

Ceiling fans should also be promoted in conjunction with the use of central air conditioning because 
they maximize the effectiveness of that kind of system, and in effect reduce the potential electric load 
(i.e., they further circulate the conditioned air and therefore reduce the run times needed to maintain 
the thermostat setting). 

Incentives for the rental marketplace are important to overcome the "split incentive" barrier. There 
may arise a need for a specialized program approach for the rental marketplace. 

For programmatic approaches in lighting efficiency, an alternate model being used in several 
residential lighting programs is to offer rebates directly to the manufacturers of CFLs. This model is 
currently being used by NYSERDA, San Diego Gas and Electric, and Sacramento Municipal Utility 
~istrict". Under this alternate model, rebates are offered directly to lighting manufacturers and the 
discount is applied to the wholesale price. This discount is further magnified through the retail mark- 
up process, making the savings even greater by the time it reaches the customer. The overhead costs 

Consortium for Energy Efficiency, commonly referred as CEE (www.ceel.org), is a nonprofit public benefits 
corporation that develops initiatives for its North American members to promote the manufacture and purchase 
of energy-efficient products and services. Their primary goal is to induce lasting structural and behavioral 
changes in the marketplace, resulting in the increased adoption of energy-efficient technologies. 

CEE members include utilities, statewide and regional market transformation administrators, environmental 
groups, research organizations and state energy offices in the U.S. and Canada. CEE partners also contribute to 
the collaborative process - manufacturers, retailers and government agencies. The U.S. Department of Energy 
and Environmental Protection Agency both provide support through active participation as well as funding. 
Efficiency standards are established by CEE through a collaborative process among all members, and then are 
widely used among members in setting efficiency standards for products within progressive tiers in 
manufacturing and program eligibility. 

lo CEE, September 2005. "Residential Lighting Programs National Summary" (accessible through the CEE website at 
http://www.cee 1 .org/resid/rs-lt/rs-lt-1nain.~h~3). 



associated with this model are significantly lower as marketing, advertising and tracking 
responsibilities are shifted to the manufacturer. An additional benefit to this approach is the 
promotion of the overall CT;L market by increasing competitive pressure on manufacturers on 
retailers. 

Another possible approach would be to directly install CFLs at both residential and commercial 
buildings. These DSM direct acquisition programs are typically conducted using a "neighborhood 
blitz" approach where utility representatives fan out in a targeted neighborhood and offer to install a 
set of CFLs for each recipient they can find. Direct install (3% strategies are also often done in 
conjunction with other services, such as home weatherization, a home energy audit, or utility- 
sponsored water conservation measures. 

In 2005, HECO partnered with General Electric and WEBCO to install 100,000 CFLs in homes by 
December 31,2005. It would be interesting to determine the success rate of this program and how 
the administrative costs measured up to the incentive offered. 

Residential Low Income Assistance 

In addition to the above discussion for the Energy Solutions program, community assistance 
providers (CAPS) are an integral part of the program success. This is the most cost effective channel 
to administerthe funding through these existing agencies. This is because these agencies are familiar 
with the people and neighborhoods that they serve. They also have a client intake and management 
procedure already in place, so the utility program simply becomes part of the services the agency 
already offers. 

Residential Direct Load Control 

These residential direct control programs are new. The Commission should carefully monitor this 
program for results and ensure that negative reactions are within a pre-determined range, i.e., a level 
of user dissatisfaction is at a minimal range of perhaps 10% or less. 

Residential air conditioner switches are a reasonable measure since air conditioning accounts for 23% 
of peak demand. Residential water heaters account for only 14% of peak demand, and incentives 
may be better used for solar water heating as a strategy to reduce peak demand. 

Customer Energy Awareness Program 

The program premise is similar to other awareness and educational approaches in the U.S. The 
underlying and reasonable assumption is that this awareness building better sustains knowledge, 
recognition, and acceptance of high efficiency purchasing choices and end use behaviors. It will be 
critical for the program administrators to establish fm baseline metrics on awareness and behavior 
that can be measured and subsequently re-measured over established periods of time to ensure that 
this program is making reasonable impact. Ideally, a series of baseline metrics can be established and 
measured on awareness, activities, knowledge, and purchasing decisions relating to energy efficiency 
before the program begins; when a survey is done to capture a second set of metrics for comparison, 
the desirable outcome should reveal a majority of metrics that show a positive trend. 



C&I Load Management 

There are three components of design, delivery, and evaluation that are necessary to consider for this 
type of program. For the program design, it is important to ensure that the proper infrastructure is 
created to move potential candidates to program participation. A walk-through audit directed at 
identifying demand response opportunities is extremely beneficial as a means to recruit customers 
into the program. The audit could also recommend CIEE and custom rebate opportunities to avoid 
missing opportunities. Incentives or metering equipment should be part of the overall program 
design. 

For the program delivery, a one-on-one marketing approach by utility account executives provides a 
very powerful outreach into the market. Outreach informational meetings to key industry groups such 
as hospital or manufacturing associations can also provide substantial marketing value. 

Early evaluation is necessary as well. It is critical to prove out the value of the demand response 
resource through early testing. Generally, a demand reduction test is conducted by the utility on a 
non-critical day to establish the foundation for estimating the true amount of load reduction. 

IMPLICATIONS FOR HAWAII 

The proposed programs, and their related technologies, all emulate similar offerings by many 
different utilities, state agencies, and regional energy efficiency organizations throughout the US. 
The technologies to be promoted in the program offerings are well established, and as such allow for 
reasonable market potential forecasts. 

Regular impact evaluations will be important to confirm the reported program savings, while process 
evaluations are important for programs with a high level of administration and management. Baseline 
metrics that are established and re-measured at periodic intervals allow all parties to readily assess the 
progress of end user awareness, knowledge, and adoption of energy efficient behaviors, technologies, 
and measures. 

As testified in some SOPS, there may be potential benefits to promote emerging technologies or 
alternative program strategies that capture even more savings than the established, well-practiced, and 
well-recognized versions. These technologies may not yet be reliable enough to allow for planned 
savings, but pilots and demonstrations provide first-person and real time net savings measurements 
for the program administrators; timely decisions can then be made to incorporate these technologies 
into existing programs. It would be useful to allow consideration of pilots and demonstration projects 
to test new strategies or technologies that might eventually be folded into the more established 
programs. These pilot offerings would also help to satisfy other stakeholders who have expressed 
differing opinions on technologies or strategies not currently submitted by the utilities. 



6. Questions 4a and 4b: Utility Cost Recovery and 
Shareholder Incentives 

(4a) Statewide Energy Policy Issues: f i r  utility-incurred costs, what cost recovery mechanism(s) is 
appropriate (e.g., base rates, fie1 clause, IRP Clause); For utility-incurred costs what cost level is 
appropriate; Whether DSM incentive mechanisms are appropriate to encourage the implementation 
of DSMprograms, and, if so, what is the appropriate mechanism (s) for such DSM incentives. 

(4b) HECO's Proposed DSM Program Issues: Futility-incurred costs for the Proposed DSM 
Programs are to be included in base rates, what cost level is appropriate, and what the transition 
mechanism for costs recovery will be until the respective utility's next general rate case; Whether 
HECO's proposed DSM utility incentive is reasonable, and should be approved, approved with 
modifications, or rejected. 

INTRODUCTION 
As noted by HEX0 in its SOP, the Commission, in its Framework for IRF' adopted in 1992, 
recognized the need for the recovery of DSM program costs, lost margins, and shareholder incentives: 

The utility is entitled to recover all appropriate and reasonable integrated resource planning 
and implementation costs. In addition, existing disincentives should be removed and, as 
appropriate, incentives should be established to encourage and reward aggressive utility 
pursuit of demand-side management programs. Incentive mechanisms should be structured 
so that investments in suitable and egective demand side management programs are at least 
as attractive to the utility as investments in supply-side options. 

Within these broad principals, it is imperative to recognize that the future of energy efficiency goals 
and the market structure for their implementation in the State of Hawaii is evolving as part of this 
docket. These as yet unknown policy decisions will drive the decision-making process with respect 
to the procedures and mechanisms used to determine: 

Cost effectiveness screening & setting cost levels, 
Program funding and cost recovery, 
Treatment of lost revenues, and 
Incentives 

There is no single, simple model for the process of setting cost levels, recovery mechanisms and 
incentives. As such, it is premature at this stage to recommend any one definitive approach. With 
that said, the material that follows examines several approaches with the intent of fostering fiuther 
discussion based on future policy decisions. 

SUMMARY OF STATEMENTS OF POSITION 

On Question 4a, utility incurred costs, incentives and cost-recovery mechanisms, the opinions 
expressed in the SOPs varied widely. The SOPs expressed support for program costs recovery via a 
Public Benefits Fund, through base rates and through a DSM surcharge similar to the current IRP 



mechanism. The opinions expressed regarding DSM incentives were also diverse, but the majority of 
parties generally supported some f o m  of incentive mechanism for DSM programs. 

On Question 4b, the SOPs were predominantly silent regarding the level of costs proposed for 
HECO's seven (7) new energy efficiency DSM programs. With respect to recovery of DSM program 
costs, the majority of the SOPs were opposed to HECO's proposed base rate recovery and favored 
retaining the current IRP surcharge mechanism. The SOPs contained virtually no support for 
HECO's proposed mechanisms for shareholder incentives and recovery of lost margins. m C O  
acknowledges that, based on discussions with the other parties in the settlement meetings in this 
docket, both the compensation mechanism and the level of compensation proposed in the rate case 
require re-evaluation 

DISCUSSION OF UTILITY COST RECOVERY AND 
SHAREHOLDER INCENTIVES 

This section is organized in two parts based on the issues outlined in the docket. The fxst deals with 
the issue of DSM/EE cost levels, cost recovery and incentives in the context of a Statewide Energy 
Policy Issue. The second deals specifically with HECO's proposed DSM Program issues. 

Section 1- Statewide Energy Policy Issues: 

The appropriate recovery of costs is a significant issue in the design of DSMEE programs. The 
discussion of utility-incurred cost recovery can be broken down into four major categories of issues: 

1. Determination of DSM/EE Program Cost Effectiveness 
2. Determination of DSM/EE Cost Levels 
3. DSM/EE Program Cost Recovery Mechanisms 
4. Treatment of Lost MarginsIRevenues and Lost MargidRevenue Recovery 

Determination of DSM/EE Program Cost Effectiveness 
There are a variety of DSM/EE cost effectiveness tests being used in different states and utility 
jurisdictions across the United States. The standard costs effectiveness tests fall into the following 
categories: Total Resource Cost (TRC) test, Program Administrator or Utility Cost (PAC) test, 
Participant Cost (PC) test and the Rate Impact Measure (RIM) test. 

The TRC test measures the net resource benefit to society, comparing the total avoided cost savings 
(including energy, capacity and transmission and distribution {T&D}) to total costs of the DSM 
programs and measures (including program marketing and administrative costs, and any incremental 
costs" for the purchase and installation of measures). This test is used by the vast majority of 
jurisdictions and is consistent with evaluating energy efficiency as a resource option. This method is 
currently employed by HECO under the IRP Framework. 

l 1  Incremental costs refer to the additional costs, if any, of implementing the energy efficiency alternative to 
standard practice (e.g., the cost of higher levels of attic insulation, or the cost difference between a standard 
efficiency air conditioner or a high-efficiency one). 



The PAC test measures the net benefits to the program administrator or utility, comparing the total 
avoided cost savings (including energy, capacity and T&D) to total costs of the DSM program 
(including program marketing and administrative costs, and any rebates paid to customers to assist 
with the purchase and installation of measures). 

The PC test measures the net resource benefits from the perspective of the program participant only. 
Benefits consist of energy bill savings, the value of any rebate that might be offered by the utility for 
implementation of the measure, and any federal, state or local tax creditslother incentives that may be 
offered. Costs consist of the out-of-pocket cost to the participant, usually at minimum equal to the 
portion of the incremental cost of the measure paid by the participant, including equipment 
installation costs. 

The RIM test is essentially the same as the PAC test, except that it also includes the impact of 
revenue loss from the reduction in participant energy bills. The benefits calculated in the RIM test 
are the savings from avoided supply costs, including the reduction in transmission, distribution, 
generation, and capacity costs for periods when load has been reduced. The costs for this test are the 
program costs incurred by the program administratorlutility, the incentives paid to the participants, 
and decreased revenues associated with less energy consumption by program participants. 

It is important to note that low-income programs are often evaluated differently than non-low-income 
programs. Programs serving the low-income sector are deemed to have other important '"societal 
benefits" and are sometimes not required to pass economic cost-effectiveness tests. 

Determination of DSM/EE Program Cost Level 
Essentially all the parties in the docket agree that the provider of DSM/EE services, whether it is a 
third party or the incumbent utility, is entitled to recover Commission approved expenditures on 
DSM/EE programs. DSMEE funding levels can be set by the government through legislation, the 
regulatory agency or by the utility. In almost all cases, even if the DSM funding level is initially 
proposed by the utility, it is still subject to regulatory approval. In other states and utility jurisdictions 
there are generally five approaches being used to set DSM spending levels: 

1. All cost effective DSM 
2. Level of spending needed to meet (i) some percentage of expected load growth through DSM 

or (ii) a percentage savings relative to total consumption 
3. Spending up to a specific maximum dollar amount of rate impact 
4. Spending negotiated by various stakeholders and approved by regulator or established by 

regulator 
5. Spending level established by legislature 

The variation in these options points to the importance of market structure and other EE policies in 
determining DSM program cost levels. 

DSM/EE Program Funding and Cost Recovery Mechanisms 
The appropriate recovery of costs is a key element of DSWEE program design. The market structure 
ultimately selected for DSM/EE program implementation will be a key driver for choosing an 
appropriate mechanism for cost recovery. 

Funding can be provided through general government funds (through taxpayers) or through 
ratepayers. In the case of ratepayers, the funding can be provided through general utility revenues or 



by a specific, dedicated charge or surcharge mechanism. If the funding is provided through general 
utility revenues, the DSMEE spending by the utility may simply be expensed in the year it was spent, 
or it may be capitalized and amortized over a time period commensurate with the expected duration 
of the benefits. 

A number of states are collecting funds for DSlWEE programs via a non-bypassable charge on 
ratepayer's bills, commonly referred to as a Systems Benefit Charge (SBC) or Public Goods Charge 
(PGC). On June 2,2006, the Governor signed a bill which amends the RPS Law, and grants the 
Commission the authority to establish a Public Benefits Fund (PBF) for Demand Side Management 
(DSM) and energy efficiency programs. 

"To date, Public Benefits Funds have primarily been used to fund energy efficiency and low-income 
programs. More recently, however, they have also been used to support clean energy supply (i.e., 
renewable energy and combined heat and power [cHP])."'~ There are several administrative benefits 
to the Public Benefits Structure including: 

"Provide a Cohesive Strategy 'Under One Roof.' Combining a range of clean energy 
programs and funding within one organization allows for a cohesive strategy for addressing 
the range of clean energy market issues". However, it can be suggested that the since the 
State of Hawaii is served almost exclusively by HECO and its sister companies that this "one 
roof' structure already exists. 
'Tailored to a State's Needs. State clean energy funds provide flexibility in the types of 
incentives and programs that states can offer and can be customized to the state's goals, 
natural resources, and industry presence (e.g., industries that are well established in a state, 
such as wind or biomass). 
Support Long-Term Goals. While policies such as RPS are generally aimed at jump-starting 
markets for commercially ready technologies, clean energy funds have been designed to fund 
options with benefits that accrue over the long term. These longer-term programs, such as 
technology research, development, and demonstration programs, require a longer time frame 
(10 or more years) than is typically allowed by other approaches. In addition, these funds can 
be designed to improve the state economy by accelerating the development and deployment 
of technologies focused by in-state businesses. 
Complement Other Policies. Because of their flexibility, state clean energy funds complement 
other state and federal policies, making those policies more effective. For example, Public 
Benefits Funds are used by state energy programs to lower clean energy equipment costs by 
helping to ramp up volume, address key market barriers, and provide consumer education and 
outreach to increase the effectiveness and use of federal tax incentives, state RPS, and 
improved interconnection and net metering standards. In addition, Public Benefits Funds can 
be used to support the successful implementation of other clean energy policies. For example, 
in California Public Benefit Funds are used to pay the incremental cost for utility RPS 
~om~liance." '~ 

0 Address options that are not cost effective in the IRP context such as: 
o Market transformation 
o Emerging technologies 
o Low-income sector 
o Economic development 

l2  Clean Energy-Environment Guide to Action; United States Environmental Protection Agency; April 2006; 
age 5-21; htt~:Nwww.e~a.~ov/cleanrev/stateandlocal/,ouidetoaction.htm 
" Clean Energy-Environment Guide to Action; united States Environmental Protection Agency; April 2006; 
page 5-22; http://www.epa.pov/cleanr~v/stateandl~~cal/~uideto~~ction.htm 



It should be noted that experience has shown that public benefits funds amount to "less per annum 
than had been spent on efficiency by the integrated utility"14. It has also been suggested that these 
funds are "disconnected from the ongoing economic analysis of future resource a~~uisition."'~ In 
addition, Public Benefits Funds have been targeted in some jurisdictions by state budget officials to 
increase the General Fund. However, the Hawaii Bill deals directly with this issue by stating that the 
Commission will have full oversight for the balance of the fund and any proposed programs will be 
subject to its review and approval. The language of the Bill further states that the fund will not be 
subject to the control of any state agency that could subject the fund to legislative or administrative 
budget modifications and approvals. 

As stated previously, the funding mechanism for DSM programs will be shaped by policy decisions 
regarding the market structure for implementation. The SOPS submitted by HREA and LOL support 
recovery of DSM/EE program costs through a Public Benefits Fund. In both instances, HREA and 
LOL support establishing a competitively bid "efficiency utility" to administer DSM/EE programs for 
the State of Hawaii. Should the Commission decide to adopt a third party, efficiency utility or hybrid 
structure then a Public Benefit Fund may be an attractive vehicle for funding DSM/EE programs. A 
Public Benefits Fund may not be suitable should the Commission decide to maintain the existing 
market structure under which the utilities are the administrators of DS-. However, a Public 
Benefits Fund could be set up as a complement to utility DSM programs for options that are not cost 
effective in the IRP context. (e.g., low-income sector) A Public Benefits Fund must also be 
considered in the broader context of the RPS and how the two mechanisms will be related if this 
approach is taken. 

Treatment of Lost Margins/Revenues and Lost Margin/Revenue Recovery 
Typically an electric distribution company earns at least part of their fixed costs from charges 
dependent on the quantity of energy (kwh) delivered. A successful DSM/EE program reduces the 
quantity of energy utilities deliver and therefore their recovery of fixed costs. This financial 
disincentive creates a condition where utilities are reluctant to participate in DSM/EE and even more 
reluctant to be successful. Therefore, many DSM/EE programs offer some mechanism (often called a 
LRAM - lost revenue adjustment mechanism) to compensate utilities for lost revenues used to cover 
fixed costs. However, it is important to note that not all jurisdictions allow utilities to recover lost 
revenues associated with D S M E  programs. 

Another policy approach that has been widely considered to address the financial disincentives 
associated with DSM/EE programs is decoupling. Decoupling is the practice of removing the link 
between a utility's kwh sales and its recovery of fixed costs. 

A third approach to address lost revenues would be to conduct rate cases more frequently to address 
sales reductions related to DSM/EE program implementation. However, this approach is often 
dismissed as impractical given the significant administrative cost and burdens this places on the 
Commission and the utilities. 

California has adopted a three-year general rate case cycle. California has coupled this approach with 
a balancing mechanism that applies between rate cases. "California has recently re-adopted a revenue 
balancing mechanism that applies between rate cases and removes the throughput disincentive by 

l4  Energy Efficiency Policy Toolkit; Regulatory Assistance Project; May 2006; page 60; 
http://www.raponline.org/#to~ 
IS ibid 



allowing for rate adjustment based on actual electricity sales, rather than test-year forecast sales. The 
California Public Utility Commission (CPUC) established this mechanism to conform to a 2001 law 
that dictated policy in this area, stating that forecasting errors should not lead to significant over-or 
under-collection of revenue."16 

Lost Revenue Adjustment Mechanisms (LRAMs) 
LRAMs essentially allow utilities to recover the lost margins associated with the successful 
implementation of DSMLEE programs that reduce electricity consumption. "The amount of lost 
revenue is typically estimated by multiplying the fixed portion of the utility's prices by the energy 
savings from energy efficiency programs or the energy generated from DG. This amount of lost 
revenues is then directly returned to the utility."17 

"Minnesota and Iowa provide utilities with lost revenue adjustments for energy efficiency. 
Connecticut allows lost revenue recovery for all electric energy efficiency. Massachusetts allows lost 
revenue recovery for all gas energy efficiency. Its method requires the accumulated lost revenues to 
be recovered within three years to prevent large accumulated balances. Oregon allows lost revenue 
recovery for utility efficiency programs."'8 

While LRAMs remove some of the financial disincentives associated with D S W  implementation 
they are not without their shortcomings. "Eixperience has shown that LRAM can result in utilities 
being allowed more lost revenues than the energy efficiency program actually saved because the lost 
revenues are based on projected savings. Furthermore, because utilities still earn increased profits on 
additional sales, this approach leaves a disincentive for utilities to implement additional energy 
efficiency or support independent energy efficiency acti~ities."'~ 

Decoupling 
Decoupling is a mechanism for eliminating lost revenues that might otherwise result from the 
impIementation of DSM/EE programs. Essentially, decoupling removes the link between a utility's 
kwh sales volume and its recovery of revenues to cover fixed costs. Decoupling is generally 
represented as an approach to remove the financial incentive to increase sales volumes. Once the 
financial incentive is removed, decoupling eliminates the disincentive to support programs that 
increase efficiency and reduce sales volumes. The approach of decoupling requires two major steps 
for implementation. The first step is to make the policy decision to separate energy sales from 
revenues. The second step is to recouple utility revenues to something other than actual kwh sales. 

"California has adopted decoupling for its investor-owned companies as it restored cost of service 
regulation, and it has motivated them to pursue all cost-effective energy efficiency at or near the 
highest levels in the U.S. They utilize a revenue per customer cap to collect forecasted revenues. 

l6 Clean Energy-Environment Guide to Action; United States Environmental Protection Agency; April 2006; 
age 6-31; htt~://www.e~a.eov/c~eanrz~/stateand~ocal/,ouidetoaction.htm '' Clean Energy-~nvironment Guide to Action; United States Environmental Protection Agency; April 2006; 

page 6-26; htt~:Nwww.e~a.~ov/clea~~v/stateandlocal/euidetoaction.htm 
l8 Revenue Requirement and Regulation; United States Environmental Protection Agency; March 2006; page 9 
http://www.epa.gov/cleanrgy/pdffeeap-revreqt.pdf 
l9 Clean Energy-Environment Guide to Action; United States Environmental Protection Agency; April 2006; 
page 6-26; http://www.epa.gov/cleanrgy/stateandlocal/guidetoaction.htm 



Rates are reset periodically to adjust for the difference between actual results and forecasts. 
Maryland and Oregon have decoupling mechanisms in place for natural gas."20 

In its SOP, DOD suggests that decoupling effectively shifts sales risks from the utility to the 
ratepayers. Under traditional regulation, anything which reduces sales, for example weather, 
economic cycles, efficiency standards, will simultaneously reduce revenues. It has been argued, by 
DOD among others, that under decoupling the risk for making up revenues lost to say mild weather or 
an economic downturn is shifted to the ratepayer. The counter argument is that weather and business 
cycles also may swing the other direction and provide ratepayers with a benefit. 

DOD also suggests in its SOP that the results with decoupling thus far have been mixed. For 
instance, "in 1991, the Maine PUC adopted a revenue decoupling mechanism for Central Maine 
Power (CMP) on a three-year trial basis. 'Allowed' revenue was determined in a rate case proceeding 
and adjusted annually based on changes in the number of utility customers. CMP's Electric Rate 
Adjustment Mechanism (ERAM) was not, however, a multi-year plan, so CMP was free to file a rate 
case at any time to adjust its "allowed" revenues. The mechanism quickly lost the support of major 
stakeholders in Maine due to a serious economic recession that resulted in lower sales levels. The 
lower sales levels caused substantial revenue deferrals that CMP was ultimately entitled to recover. 
CMP filed a rate case in October 1991 that would have increased rates at the time, but likely would 
have caused lower amounts of revenue deferrals. However, the rate case was withdrawn by agreement 
of the parties to avoid immediate rate increases during unfavorable economic times."21 

The approach of decoupling was advocated strongly by RMI in its SOP. RMI proposes energy 
revenue decoupling for select customer classes, recoupled to an index of a number of customers. In 
its SOP, HECO acknowledged the decoupling approach proposed by RMI and has begun to seriously 
consider this approach with plans to continue work on its own decoupling mechanism. 

The issues associated with decoupling are extremely complex and require a more comprehensive 
examination than provided in this document. There are several key questions to be considered 
including: 

* Should all or only some rate classes be decoupled? 
* Should decoupling be applied on a class-specific or system-wide basis? 
* Should decoupled rate adjustments be applied to energy charges only or to both energy and 

demand charges? 
e How often should rates be adjusted under decoupling? 

It is strongly recommended that a more thorough study of this issue be conducted as part of this 
proceeding. 

Whether DSM Incentive Mechanisms are Appropriate 
DSM incentives allow the opportunity to earn a profit on energy efficiency measures in order to make 
investment more attractive to the utilities. The choice of whether to have incentives, their level, and 
interaction with regulatory structures is an important element of the DSM/EE Framework. The 
interests of the program administrator/utility and the interests of ratepayers, both program participant 

2%evenue Requirement and Regulation; United States Environmental Protection Agency; March 2006; page 9 
http://www .epa.gov/cleanrgy/pdf/eeap-revreqt.pdf 
21 Clean Energy-Environment Guide to Action; United States Environmental Protection Agency; April 2006; 
page 6-33; htt~://www.e~a.~ov/cleanrg:~/st 'dteandlo~uidetoaction.htm 



and non-participants, must be considered in the tradeoff between encouraging program success and 
equity for the ratepayers. 

RMI, who favors a hybrid market structure, suggested in its SOP that if there are no positive 
incentives offered for the DSM programs then the utility is merely recovering costs and would be 
indifferent to using ratepayer funds. An incentive, on the other hand, provides a way for a utility to 
earn returns on invested capital and encourages aggressive DSM implementation. 

HREA, who favors a competitively bid "efficiency utility" market structure, suggests that "all bidders 
(including HECO) should be allowed to propose their costs plus a profit for administering and 
managAg Commission-approved DSMS."~~ 

The DOD appears to favor the "stick" without the "carrot" approach, as they do not believe 
shareholders should be rewarded for doing what HECO is supposed to do consistent with the IRP 
Framework. However, DOD suggests that overall quality and performance of DSM management 
should be taken into account when operations are reviewed during a general rate case. If DSM 
program performance has been exemplary, the DOD states, then the Commission may take this into 
account when deciding the rate of return. 

P 

DSM Incentive Mechanisms 
There are a variety of DSM incentive mechanisms used in different states and utility jurisdictions 
across the United States. However, it should be pointed out that not all utilities offering DSM 
programs are eligible for incentive mechanisms. The incentive mechanisms vary widely between 
utilities across jurisdictions. The key differences are related to: 

The variable or variables upon which the incentive mechanism is based 
The level of performance (relative to the target) at which the utility is eligible for an 
incentive, and 
The degree to which the net benefits of the DSM activities influence the incentive 

In many jurisdictions, the incentive mechanism relies on more than one variable. The most frequently 
used variables include: 

0 Total Energy Savings 
0 Benefidcost ratio of DSM portfolio 

Net Benefit of DSM activities, and 
DSM spending or DSM budget 

The TRC test is comonly used to measure the net benefits of DSM programs; however, some 
utilities use other methodologies. 

Many utilities must exceed a minimum performance level (MPL) before they are eligible for an 
incentive award. Although incentive mechanisms vary widely across jurisdictions, several key 
factors emerge upon close examination: 

Net DSM benefits are often a key input into incentive mechanisms 

22 Final SOP of HREA and Certificate of Service; Docket No. 05-0069; page 6 



Where incentives are based on net DSM benefits, the incentive is calculated based on every 
unit of TRC achieved (not just above a target) 
Utilities have a minimum performance level that they must exceed before they are eligible for 
an incentive award. This minimum performance level is typically set at some level below the 
utility's DSM target23 
The metric for the minimum performance level is often different than the metric upon which 
the incentive payment is based. For example, the ~ninimum performance level may be based 
on energy savings, whereas the incentive payment level may be based on net DSM benefits. 

A brief survey of approaches used in different states and jurisdictions is included below to illustrate 
different examples of DSM Incentive mechanisms. 

British Columbia utility company FortisBC has an incentive mechanism where if it achieves 105% of 
its target net benefit target for the residential sector, it is eligible for 3% of TRC achieved in that 
sector. If it achieves 115% of its target, it is eligible for 4.5% of TRC. 

Table 4: FortisBC Incentives (+) or Penalties (-) at Selected Performance 

Under this approach incentives are capped at 150% of the target net benefits. The incentive awarded 
is the sum of the incentives and penalties in the three sectors. However, penalties accrued in each 
sector only serve to reduce incentives earned in other sectors. If the sum across all three sectors is 
negative, then there is no DSM incentive and no penalty is charged24. 

New Jersey is currently transitioning to a state-run administrator but has provided incentive 
mechanisms for utility run programs. New Jersey utilities may apply for an incentive mechanism 
using a shared savings approach. The shared savings to be retained by a utility are calculated as a 
percentage of the net benefits, with the percentage to be proposed in a DSM Plan. The Net Benefits 
are determined by the Total Resource Cost Test. If the net benefits are less than zero, then the utility 
would receive a penalty based upon the same percentages the utility proposes to determine the 
positive  incentive^^^. 

% of PBR Target Net Benefits 

Residential 

General Service 

Industrial 

The shared savings approach is the current mechanism by which HECO is compensated. Under this 
mechanism, net system benefits are equal to the net present value of the energy savings and load 
reductions acquired, less program costs: 

<90% 

-3.0% 

-2.0% 

-1.0% 

"Net System Benefits = NPV (system benefits of energy savings and load reduction) - DSM Program 
Costs 

4 0 %  

-6.0% 

-4.0% 

-3.0% 

23 For example, in Massachusetts, the threshold level of savings that must be achieved for incentive eligibility is 
75% of the savings target. In New Hampshire, gas utilities must achieve 65% of their predicted energy savings 
in order to be eligible for any incentives. 
24 FortisBC 2005 Revenue Requirements filing. November 26,2004. 
*' New Jersey Board of Public Utilities; Supp 1-22-02. 14:12. Chapter 12, Demand Side Management. 
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The system benefits of energy savings and load reductions are measured by the additional energy and 
capacity costs that would have been incurred by HECO in the absence of the acquired energy savings 
and load reductions. Program costs currently consist of customer incentives, direct labor, and outside 
services necessary to administer the programs, but do not include the cost of measurement and 
evaluation efforts, nor do the include the current shareholder incentives" HECO' compensation is 
currently calculated as 10% of the net system benefits. 

In Massachusetts, the DSM plan proposed by utilities includes a design performance level, or target, 
which is the level of savings it expects to achieve through the implementation of the DSM programs 
included in its proposed plan. This target is expressed in levels of energy savings, and in other 
measures of performance, as appropriate. Utilities receive an after-tax incentive of 75% of the total 
DSM program implementation cost times the average yield of the 3-month Treasury bill for achieving 
75% of its DSM target (the minimum performance level for incentive eligibility). The incentive 
increases linearly according to the same formula from the threshold level to 125% of the target, at 
which point the utility would receive 125% of the total DSM program implementation cost times the 
average yield of the 3-month Treasury bill. 

One incentive approach, which mirrors HECO's proposed incentive approach for its seven (7) new 
DSM Programs, is where utilities earn a percentage of their DSM expenditures. However, unlike 
HECO's proposal the mechanism used in Connecticut requires utilities to meet specific performance 
targets to earn a range of incentives. As illustrated in the table below, the utility earns an escalating 
percentage of expenditures as it meets increased levels of performance. Weighted performance 
indicators and targets are set for the different residential and cornmerciaVindustria1 programs as well 
as for those sectors as a whole, in the plan. 

Table 5: Connecticut Incentive as a Percent of Expenditure Tied to Performance 

Minnesota's Natural Gas Utilities have a complex incentive formula (shown below) which uses a 
stepwise (sliding scale) function, where the incentive awarded is a function of the percent of the 
energy savings target achieved". Under the incentive mechanism, utilities can earn a share of the net 
societal benefits based on the societal cost test achieved through their DSM activities, up to a 
maximum value. This maximum value, or incentive cap, is equal to 30% of the approved or actual 
DSM spending, whichever is less. 

Minimum performance ratio 
(% of target) 

70% 

80% 

90% 

100% 

110% 

120% 

130% 

26 HECO: Final Statement of Position and Exhibits 1-3 and Certificate of Service; Docket 05-0069; pg. 73 
27 Xcel's 2002 Conservation Improvement Plan (CIP) Status Report and associated compliance filings (docket 
no. E,G001/CIP-00-1457) 

Incentive 
(% of expenditure) 

2% 

3% 

4% 

5% 

6% 

7% 

8% 



The specific share of the net societal benefits that the company is eligible for is a function of energy 
savings performance. The company must achieve more than 90% of the energy savings target in 
order to receive an incentive. Note that the energy savings target is based on the minimum statutory 
spending requirement, not the approved budget. 

Incentive = Net Benefits Achieved x Base Incentive Multiplier x Percent of Base 

30%ofSpending,, I1 50%oJcNBMi,, (Savings$avingsMin] x 100 - 90% 
= NB, x x 

6 10 

Where: 
Spending-= 0.5% of Gross operating revenues for natural gas; 2% of Gross operating revenue from 

electricity 
Savings- = Energy savings (MCF) target based on minimum required spending 
SavingsA = Actual savings achieved 
NB- = Net benefits based on minimum energy savings target 
NBA = Actual net benefits achieved 

A combination approach has also been employed in New Hampshire where 50% of the incentive is 
based on the utilities' achievement of their predicted energy savings and 50% is dependent on 
whether the DSM portfolio meets its predicted benefit-to-cost ratio. The basic formula is as follows: 

Incentive = [4% x ~ u d ~ e t ] ~  ''actual 
' m a c t u a l  

kmpredtcted 

Where: 
BCwdB3CPdicd is the ratio of the actual benefit-to-cost ratio to the predicted benefit-to-cost ratio; 
kWh,&kWhPdicd is the ratio of the actual energy savings to the predicted energy savings; 
BUDGET is the total budget minus funds set aside for incentives 

The incentive is calculated individually for each consumer sector (residential and 
commercial/industrial). In order for a utility to be eligible for an incentive, the actual benefit-to-cost 
ratio must be greater than one and actual energy savings must at least 65% of the predicted energy 
savings. Given that incentives are evaluated individually for each sector, these thresholds must be 
met in each sector. Each incentive is capped at 12% of the budget for the sector. That is, the 
combination of [(BCXmJB(a,di,,d) + (kWhactual/kWhpmdicted)] is capped at 3. 

Section 2 - HECO's Proposed DSM Program Issues 

Cost Level of HECO's Proposed Seven (7) New Energy Efficiency DSM Programs 
All the parties' SOPS are virtually silent in terms of the level of costs proposed for HJ5CO's seven (7) 
DSM programs. However, as will be discussed, the mechanism for cost recovery is the subject of 
much debate. 

The SOP submitted by RMI does note that the size of the proposed programs, staffing, 
implementation and the associated costs are a significant increase over existing programs. In its SOP, 



HECO provides updated DSM program costs for the first year of implementation (2006) for the seven 
energy efficiency programs and two load management programs. As HECO appears to have updated 
budgets and program cost estimates, it is recommended that a thorough review of the revised costs be 
conducted as soon as feasible, beyond what is discussed here and under Question 3. 

Proposed Base Rate Recovery for HECO's Proposed Seven (7) New Energy Efficiency 
DSM Programs 
HECO's position is that recovery of utility-incurred DSM costs and utility DSM incentives (lost 
margins and shareholder incentives) should be recovered through base rates with a DSM 
Reconciliation Clause. In its SOP, HECO states that it is proposing base rate cost recovery for the 
following reasons: 

1. It would give HECO budget flexibility to respond to market opportunities. HECO could 
increase or decrease incentives to respond to changes in participation levels, add new 
measures, and establish corresponding incentive levels to address market opportunities. The 
budget increase would not require regulatory approval from the CA or Commission which 
would facilitate rapid installation of the DSM measures. 

2. Placing DSM costs into base rates would allow HECO the flexibility to switch focus if one 
program was working more successfully than the other. 

3. Embedding DSM program costs in base rates reflects the idea that DSM has become part of 
the company's normal business activities. 

4. Embedding DSM program costs in base rates reduces the amount of revenue recovered 
through a surcharge mechanism and reduces the effort required by the Company, CA and 
Commission to monitor and review program cost filings. 

However, if the final Decision & Order in HECO's 2005 test year rate case is received before the 
resolution of this docket, HECO suggests that DSM program costs continue to be recovered through 
the DSM component of the IRP clause until the next rate case. This temporary transition mechanism 
would also apply to HELCO and MECO. 

For the most part the SOPS expressed opposition to HECO's base rate recovery approach and favored 
the recovery of program costs through a DSM surcharge similar to the current mechanism. 
Maintaining the current IRP surcharge was viewed favorably by several of the parties who argued that 
the approach subjects DSM program cost recovery to more frequent reviews than occurs under a base 
rate recovery structure. Ease of administration, simplicity and transparency were also cited as reasons 
for continuing this approach. 

HECO's SOP acknowledges that some parties in the proceeding prefer recovery of program costs 
through a DSM surcharge (similar to the current mechanism) and HECO is willing to explore this 
option further. If the Commission decides that DSM program costs should continue to be recovered 
through a DSM surcharge then HECO requests the Commission institute a series of flexibility 
provisions that will allow HECO to do the following without prior Commission approval: 

1. Carry over funds not spent in prior years 
2. Move the customer incentive funds into energy efficiency and load management programs to 

address new technologies and adjust to external changes. 
3. Increase or decrease individual measure incentive levels to respond to changes in 

participation levels and markets 



4. Add new measures and establish corresponding incentive levels to address market 
opportunities and 

5. Increase the total program budget by 25% 

Similar flexibility provisions have been adopted in many jurisdictions and are required because: 
a. Many assumptions are made during program planning 
b. Markets change 
c. It facilitates the incorporation of lessons learned 

Proposed Recovery of Lost Margins for HECO's Proposed Seven (7) New Energy 
Efficiency DSM Programs 
Generally, none of the parties support the recovery of lost margins as proposed by HECO for its 
proposed seven (7) new DSM programs in the docket. HECO acknowledges that based on 
discussions with the other parties in the settlement meetings in this docket that both the compensation 
mechanism and the level of compensation proposed in the rate case require re-evaluation. 

Before examining HEC07s proposed Lost Revenue Recovery Mechanism, it is necessary point out 
that the CA and other parties contend that HECO has "foregone the right" to recover lost margins or 
shareholder incentives by virtue of stipulations that it has entered into with the CA. The CA and 
other parties understand the October 5,2002, Stipulation Agreement between HECO and the CA filed 
in Docket 00-0169 to have established an agreement whereby HECO would not be seeking recovery 
of lost margins or shareholder incentives subsequent to an interim or final decision and order in the 
next rate proceeding. HECO asserts that it was never the intention of the company to pursue DSM 
without some form of compensation. Rather it was the Company's intention to propose an incentive 
mechanism as an alternative to the current shareholder incentives and lost margins recovery in the 
next rate case. 

The "revenue erosion incentive" proposed by HECO in the docket is a three year annualized lost 
margin recovery in base rates with partial reconciliation in the following general rate case. This 
proposal would replace the former recovery mechanism of a cumulative lost margin recovered by 
surcharge with periodic true-up. 

In its SOP, RMI states that HECO proposes to determine lost margins based on the difference 
between energy charges and average energy costs in base rates. RMI contends that HEC07s proposed 
lost margin formula does not reconcile increases in sales volume. RMI suggests that although 
changes in DSM program penetration are reconciled, the basis to which the per kilowatt-hour 
incentive is applied is not adjusted for sales growth. RMI believes that the proposed lost margin 
incentive formula would result in excessive reconciled amounts and HECO has not shown how it 
would reconcile this substantial over-collection. RMI further suggests that HECO's proposed 
mechanism requires reporting of voluminous data sets that are difficult to verify. 

In its SOP, HECO proposes an alternative Lost Margin Recovery Mechanism. The alternative 
proposed suggests the recovery of the shortfall in fixed costs combined with 15% of program costs 
(excluding the program costs for the load management programs). However, the shortfall in fixed 
costs recovery would be limited to one year's worth of shortfall and would not be cumulative. Under 
this alternative approach, the Company would be required to attain at least 80% of the energy 
efficiency goal in kW load reduction in order to be eligible for compensation. In addition, the amount 
of total compensation would be capped at $4 million before taxes. 



HECO is proposing this alternative approach as an interim transition measure until the issue of 
decoupling is evaluated. If decoupling were adopted, HECO would terminate this proposed 
mechanism. 

Proposed DSM Incentive for HECO's Proposed Seven (7) New Energy Efficiency DSM 
Programs 
While several of the parties in the proceeding have expressed support for DSM incentive 
mechanisms, there is virtually no support for the mechanism proposed by HECO. 

Before examining the specifics of HECO's proposed DSM Incentive Mechanism, it is necessary to 
reiterate that the CA and other parties contend that HECO has foregone the right to recover lost 
margins or shareholder incentives by virtue of stipulations that it has entered into with the CA. 
HECO asserts that it was never the intention of the company to pursue DSM without some form of 
compensation but to propose an incentive mechanism as an alternative to the current shareholder 
incentives and lost margins recovery in the next rate case. 

HECO has proposed a DSM Incentive Mechanism that will be recovered through base rates with a 
DSM reconciliation clause. The proposed DSM Incentive Mechanism is a 15% return or margin on 
its expenditures. The 15% return is based on an amount that HECO indicates is "akin to that earned 
by other companies involved in the service industry". HECO indicates that experience with service 
industry enterprises suggest that rates of return in the range of 10%-20% are common. 

The proposed approach offered by HECO appears to fall short in several areas. A DSM Incentive 
Mechanism where utilities earn a percentage of their DSM expenditures has been employed in other 
jurisdictions. However, utilities are typically required to meet specific performance targets in order to 
earn the incentive. HECO's proposed DSM mechanism does not require the utility to meet any 
minimum performance level for incentive eligibility. Since the incentive is guaranteed, there is little 
motivation to ensure that DSM programs are effectively implemented and successful. HECO will 
receive a return on expenditures regardless of the program benefits achieved. In addition, since the 
incentive is tied to expenses and not benefits, it can be suggested that this does not appropriately 
discourage the utility from over-spending. 

The level (15%) of return proposed as an incentive also appears high when compared to similar 
incentives in other jurisdictions. For instance, the top of the range of returns is 8% in Connecticut 
where the incentive is based on program spending. 

In its SOP, HECO proposes an alternative DSM Incentive Mechanism. The alternative proposed is a 
performance-based shared savings mechanism based on the current mechanism that compensates the 
utility. Under this alternative proposal, HECO proposes to reduce its share of the savings by half 
from 10% to 5%. The calculation of net benefits would use utility costs as program costs, excluding 
measurement and evaluation costs that would be incurred separately by the Commission. Utility 
compensation would be excluded from program costs. Under this alternative approach, the Company 
would be required to attain at least 80% of the energy efficiency goal in kW load reduction in order to 
be eligible for compensation. In addition, the amount of total DSM utility compensation would be 
capped at $4 million before taxes. 

The alternative DSM incentive mechanism offered by HECO appears more reasonable when 
compared to its initial proposal. The moderate share of savings proposed combined with a 



performance target appear favorable when compared to an approach based on a percentage of 
expenses with no performance target. 

IMPLICATIONS FOR HAWAII 

The DSMEnergy Efficiency policy objectives in this docket will drive program decisions regarding 
cost levels, cost recovery and incentives. Therefore, it is essential that the Commission begin by 
clearly articulating its policy objectives with respect to a statewide DSMEnergy Efficiency program. 

As discussed at length in this section, there are a variety of approaches to address the issues 
associated with cost levels, cost recovery and incentives in the context of statewide DSMLEE 
programs. There is also a wide range of experience in addressing these issues across many states and 
utility jurisdictions. There is no single, simple model for implementing a statewide DSMLEE 
program. Therefore, it is strongly recommended that a more detailed analysis of the pros and cons of 
each option, as part of a more structured approach towards EE policies is warranted before deciding 
on these issues. 

It is recommended that further investigation be conducted in regards to the level of cost proposed for 
H[ECOys seven (7) new energy efficiency DSM programs. In its SOP, HECO provided updated DSM 
program costs information for the programs that must be carefully reviewed and analyzed. The 
majority of the parties in the proceeding are opposed to HECO's proposed program cost recovery, the 
mechanism proposed for shareholder incentives and the mechanism for recovery of lost margins. 
HECO has acknowledged this opposition and has stated that both the compensation mechanism and 
the level of compensation proposed in the rate case require re-evaluation. As such it is recommended 
that the discussion remain open on these issues and that a number of alternatives should be studied 
and considered. 


